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R issued Ps a notice of deficiency (NOD) for 1999
t hat contained determnations related to an entity
subject to the unified audit and litigation procedures
of the Tax Equity and Fiscal Responsibility Act of 1982
(TEFRA), Pub. L. 97-248, sec. 401, 96 Stat. 648. On
their 1999 Federal incone tax return, Ps clained a
deduction for a $4,538,844 | oss that reportedly passed
through to themfroma partnership they identified as
M Mwas actually P-H s single-nmenber Iimted
l[iability conpany (LLC) that was a disregarded entity
for Federal tax purposes; the clainmed | oss actually
stermmed fromlIV, a five-nenber (one of whom was P-H)
LLC subject to TEFRA. |1V reported on its 1999 return
that it incurred a loss and that $4, 538,844 of the |oss
passed through to M [V s return did not indicate that
M was a single-nmenber LLC, that Mwas a disregarded
entity, or that P-H (rather than M was actually IV's
menber. P-H did not file a return for Mfor 1999, and
R did not audit (or make any adjustnents to) IV s 1999
return during the 3-year period of Iimtations for
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assessing tax attributable to partnership and affected
items fromlV s 1999 taxable year. R issued the NOD to
Ps shortly before the expiration of the 3-year period
of limtations for assessing tax as to Ps’ 1999 taxable
year, which coincided with the expiration of the 3-year
period of limtations for 1V s 1999 taxable year. The
NCD reflected: (1) Ps’ reporting that Mwas a
partnership and (2) R s determ nation that secs. 465
and 704(d), I.R C., precluded Ps’ deducting any of the
| oss and that Ps were liable for an accuracy-rel ated
penalty under sec. 6662, |.R C. R learned during this
case that Mwas not a partnership but was a di sregarded
entity. R also |learned that Ps’ $4, 538,844 clai ned
|l oss was related to IV and related Ps’ clainmed loss to
an ongoing grand jury investigation into tax shelters.
Afterwards, R informed the Court that R may still
determine that 1V s 1999 return contained a false or
fraudul ent partnership itemthat would allow Rto
assess tax related to the loss after the expiration of
the 3-year period of |imtations applicable to IV. Ps
now nove the Court to dism ss the case for |ack of
jurisdiction, asserting that R issued the NCD
prematurely (i.e., before the conpletion of
partnershi p-1evel proceedings as to |V) because R
nei ther issued a notice of final partnership
adm ni strative adjustnent (FPAA) to IV for 1999 nor
accepted Vs 1999 return as fil ed.

Held: R did not issue the NOD prematurely because
R issued the NOD to Ps during Ps’ 3-year period of
[imtations, without issuing an FPAAto IV during the
3-year period of limtations applicable to IV

Hel d, further, R s determ nations under secs. 465,
704(d), and 6662, |I.R C, inplicate affected itens that
require determnations at the partner |evel, and the
Court has jurisdiction to decide this case.

A. Lavar Taylor and Robert S. Horwitz, for petitioners.

Jonathan H. Sl oat and Donna F. Herbert, for respondent.
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OPI NI ON

VASQUEZ, Judge: Petitioners nove the Court to dismss this
case for lack of jurisdiction. Petitioners petitioned the Court
to redeternine respondent’s determ nation of a $1,581, 293
deficiency in petitioners’ Federal inconme tax for 1999 and a
$632, 517 accuracy-rel ated penalty under section 6662(h) (or
alternatively a | esser accuracy-rel ated penalty under section
6662(a)).! Respondent included that determnation in a notice of
deficiency (NOD) that reflects respondent’s disall owance of a
$4,538,844 loss that petitioners clained as a deduction. The
| oss stemmed from petitioner Alex Meruel o's ownership interest in
Meruel o Capital Managenent, LLC (MCM), his single-nenber |imted
liability conpany, and in turn MCMs ownership interest in
I ntervest Financial, LLC (Intervest), an entity subject to the
unified audit and litigation procedures of the Tax Equity and
Fi scal Responsibility Act of 1982 (TEFRA), Pub. L. 97-248, sec.

401, 96 Stat. 648.2 Respondent disallowed the | oss because,

1 Section references are to the applicable versions of the
I nt ernal Revenue Code (Code), unless otherw se stated. Sone
dol l ar anpbunts are rounded to the nearest dollar. W use terns
in this Opinion to decide petitioners’ notion and do not express
any view on the validity of any of the entities or transactions
mentioned. See Soward v. Conmm ssioner, T.C Menop. 2006-262.

2 The parties agree that MCMis disregarded for Federal tax
pur poses because it is a single-nenber limted liability conpany
that did not elect to be treated as a corporation. See sec.

301. 7701-3(a), Proced. & Adm n. Regs.
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inter alia, petitioners failed to establish that the Code did not
limt or disallow any deduction as to the | oss. (Respondent has
since clarified that two provisions |limting or disallow ng the

| oss are sections 465 and 704(d).) Respondent also determned in
the NOD that petitioners were |liable for an accuracy-rel ated
penal ty under section 6662 with respect to their reporting of the
deduction of the |oss.

Petitioners argue that the Court |acks jurisdiction because
the NOD was issued prematurely and is invalid. Such is so,
petitioners argue, because the deficiency and the accuracy-
related penalties are or are attributable to affected itens of
I ntervest, and respondent as of the tinme the NOD was issued had
nei ther issued a notice of final partnership admnistrative
adj ustment (FPAA) to Intervest for 1999 nor accepted Intervest’s
return for 1999 as filed. Even if the NOD was not issued
prematurely, petitioners argue alternatively, the Court | acks
jurisdiction because the affected itens set forth in the NOD are
not in fact affected itens.

We disagree with petitioners on both points. W hold that
the NOD was not issued prematurely and that the affected itens
set forth in the NOD are affected itens that require
determ nations at the partner level. W hold that we have
jurisdiction, and we wll deny petitioners’ notion asserting to

the contrary.
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Backgr ound

Petitioners

Petitioners are husband and wife. They filed a joint Form
1040, U.S. Individual Incone Tax Return, for 1999 on or about
Cct ober 16, 2000. They resided in California when they filed
their petition with the Court.

1. MM

MCMwas a limted liability conpany whose only nenber was
Alex Meruelo (M. Meruelo). During 1999 MCM owned a 31. 68-
percent interest in Intervest, a Delaware limted liability
conpany. MM did not file a Federal tax return for 1999. For
1999, MCM was (by default) a disregarded entity for Federal tax
pur poses because MCM did not file a Form 8832, Entity
Classification Election, electing to be treated as a corporation
for that year.

[11. | nt er vest

A. ldentity of Intervest’s O her Menbers

I ntervest had four nenbers in addition to MCM Ew ng
Capi tal Managenent, LLC, Markerston Shield, LLC, Manchester
Overseas, LLC, and New Day, S.A. Ew ng Capital Mnagenent, LLC,
and Markerston Shield, LLC, were Delaware limted liability
conpani es, and their respective owership interests in Intervest
were 35.64 percent and 24.75 percent. Manchester Overseas, LLC,

was a Nevis limted liability conpany, and it owned a
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6. 93-percent interest in Intervest. New Day, S. A, was a
Baham an corporation, and it owned a 1l-percent interest in
| ntervest.

B. Intervest’s Form 1065 for 1999

Intervest filed a Form 1065, U.S. Partnership Return of
| nconme, for 1999. The return was filed on October 14, 2000. The
return covered Intervest’s initial taxable year begi nning on
Decenber 13 and endi ng on Decenber 31, 1999.

Intervest’s return for 1999 reported that Intervest incurred
a $14, 327,160 ordinary | oss fromengaging in foreign currency
transactions. Intervest issued MCM a Schedule K-1, Partner’s
Share of Incone, Credits, Deductions, etc., for 1999 that
reported an ordinary |oss of $4,538,844 as a passthrough item
fromlintervest to MCM Intervest’s return reported that MCM was
a “menber” of Intervest. Intervest’'s return did not indicate
that MCM was a single-nmenber limted liability conpany, that MCM
was a disregarded entity, or that M. Meruelo (rather than MCM
was actually Intervest’s nenber for 1999 for Federal tax
pur poses.

| V. Petitioners’ Tax Return

On their Form 1040 for 1999, petitioners clained the
$4,538,844 | oss as a passthrough itemfrom MCM The return did

not identify Intervest, nor did the return state that I|Intervest
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was the source of the loss.® The return reported that MCM was a
partnership. The return did not indicate that MCM was a singl e-
menber limted liability conpany, that MCM was a di sregarded
entity, or that M. Meruelo (rather than MCM was actually
Intervest’s nenber for 1999 for Federal tax purposes.
V. The NOD

Respondent failed to obtain frompetitioners for 1999 a
Form 872-1, Consent to Extend the Tinme to Assess Tax As Well As
Tax Attributable to Itens of a Partnership. On Cctober 10, 2003,
shortly before the expiration of the nornmal period of Iimtations
for assessing tax as to petitioners’ 1999 taxable year, which
coincided with the expiration of the normal period of |limtations
for assessing tax attributable to partnership and affected itens
fromlIntervest’s 1999 taxable year, respondent issued the NOD to

etitioners.* The NOD reflected petitioners’ reporting on their
p

3 Respondent asserts that he first |earned that the | oss
originated wth Intervest when respondent was served with
petitioners’ petition. The petition references that MCM owned an
interest in Intervest.

4 The nornmal period of limtations on an assessnent of
Federal inconme tax attributable to a partnership item (or to an
affected item) is 3 years after the filing of the taxpayer’s
return, except that the period shall not expire before the date
which is 3 years after the later of the due date of the
partnership return (determ ned without regard to extensions) or
the date the partnership return was actually filed. See secs.
6229(a), 6501(a); G5 Inv. Pship. v. Conm ssioner, 128 T.C. 186
189-190 (2007); Rhone-Poulenc Surfactants & Specialties, L.P. v.
Commi ssioner, 114 T.C. 533, 540-551 (2000); see al so sec.
6501(b) (1) (providing that a return of tax filed before the | ast

(continued. . .)
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1999 tax return that MCM was a partnership and that the
$4,538, 844 | oss had passed through to themfrom MCM The NOD
stated that petitioners were not entitled to deduct the | oss and
that they were liable for an accuracy-rel ated penalty under
section 6662. The NOD stated that the only other adjustnents to
petitioners’ reported taxable incone were conputational
adj ustnents nmade to petitioners’ item zed deductions pursuant to
section 68(a) and (b).

The NOD stated that respondent disallowed petitioners’
cl ai med deduction for the | oss because they failed to establish
that they had any basis in MCM that a | oss was sustai ned during
1999 in the amount clainmed, that any loss was attributable to
them or that the clainmed |loss (or any portion thereof), if
sust ai ned, was allowabl e as a deduction under the Code. The NOD
stated that any deduction of the |oss also was disall owed because
petitioners had failed to establish that any deduction related to
the loss was not |imted or disallowed by one or nore sections of
t he Code, including for exanple sections 165 and 465. The NCD
stated that a deduction for the |oss al so was di sal |l owed because

MCM was a sham for tax purposes, and the provisions of chapter 1

4(C...continued)
day for tinely filing shall be considered as filed on that |ast
day). W sonetines use the term“normal” in this context also to
i nclude any period greater than the referenced periods agreed
upon pursuant to sec. 6501(c)(4) and/or sec. 6229(Db).
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subchapter K, including for exanple sections 705, 722, 732, and
752, could not be used to calculate their basis in MCM

The NOD stated as to the accuracy-rel ated penalty that
respondent had determ ned that the 40-percent penalty of section
6662(a), (b)(3), (e), and (h) was proper because petitioners had
an under paynent of tax due to a gross valuation m sstatenment of
their outside basis in MCM Alternatively, the NOD stated,
respondent had determ ned that the 20-percent penalty of section
6662(a), (b)(1), and (c) was proper to the extent that section
6662(h) did not apply because petitioners had an underpaynent of
tax due to negligence or disregard of rules and regul ations. As
a second alternative, the notice stated, respondent had
determ ned that the 20-percent penalty of section 6662(a),
(b)(2), and (c) was proper because petitioners had an
under paynment of tax attributable to a substantial understatenent
of income tax.

VI . No Audit of Intervest

Respondent has not audited Intervest’s Form 1065 for 1999.
Nor has respondent notified Intervest that respondent is
begi nning an audit of Intervest for 1999. Respondent has not

i ssued an FPAA to Intervest for 1999.
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V. Respondent’s Mdtion To Stay Proceedi ngs

On Novenber 12, 2004, respondent responded to petitioners’
nmotion to dism ss by noving the Court to “stay the proceedings in
this case pending the resolution of a federal crimnal
i nvestigation whose progress and outconme may affect the
di sposition of this case.” Respondent’s notion stated that
respondent had just recently |learned that petitioners’ reported
| oss was generated in a tax shelter related to an ongoi ng grand
jury investigation into tax shelter activities and that the grand
jury investigation could affect or be affected by happenings in
this case. The notion stated that if respondent |earned that

petitioner [sic] had, with the intent to evade tax,
signed or participated, directly or indirectly, in the
preparation of a partnership return which includes a
fal se or fraudulent item then in the case of partners
participating, any tax inposed by Subtitle A which is
attributable to any partnership item (or affected iten)
for the partnership taxable year to which the return
rel ates may be assessed at any tine. |.RC 8§
6229(c) (1) (A .

10. Furthernore, even if petitioners did not sign
or participate directly in the filing of a false or
fraudul ent partnership return, the period for assessing
tax attributable to partnership itens related to a
false or fraudul ent partnership return is six years,
rather than three years, fromthe date on which the
partnership return was filed. 1.R C 8 6229(c)(1)(B)
In the instant case, because Intervest’s return was
filed on Cctober 14, 2000, the period of limtations
for assessing tax attributable to partnership itens
woul d remai n open for purposes of conducting a
partnership-1evel proceeding.

Respondent al so noted in the notion that the Conm ssioner has a

| ongstandi ng policy generally to defer civil assessnent and
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collection until the conpletion of any related crim nal
proceedi ng. ®

On Novenber 18, 2004, the Court granted respondent’s notion
and stayed all proceedings in this case. The Court later lifted
the stay to decide petitioners’ notion now before us.

Di scussi on

Juri sdiction

Petitioners nove the Court to dismss this case for |ack of
jurisdiction. W begin our analysis with sone general tenets of
our jurisdiction. This Court |like other Federal courts is a

court of limted jurisdiction. See Evans Publg., Inc. V.

Commi ssioner, 119 T.C 242, 245-246 (2002). \Wether we have

jurisdiction over the subject matter of a dispute is an issue

that either party may raise at any tine. See Charlotte’'s Ofice

Boutique, Inc. v. Comm ssioner, 121 T.C. 89, 102 (2003), affd.

425 F. 3d 1203 (9th Cr. 2005). Here, our jurisdiction rests on
our finding that the NOD issued to petitioners was valid and that

petitioners’ petition to this Court was tinmely.® See Donul ewi cz

> Neither party asserts, nor does the record establish,
that petitioners were or are under crimnal tax investigation for
violation of an internal revenue law related to incone tax. See
generally sec. 301.6231(c)-5T, Tenporary Proced. & Adm n. Regs.,
52 Fed. Reg. 6793 (Mar. 5, 1987) (rules under which the
partnership itens of a partner are converted to nonpartnership
itens when the partner is under crimnal tax investigation).

® Neither party disputes that the petition would be tinely
if the NOD were valid. W find simlarly and so concl ude w t hout
(continued. . .)
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v. Comm ssioner, 129 T.C. 11, 17 (2007); GAF Corp. & Subs. v.

Comm ssioner, 114 T.C. 519, 521 (2000). Qur jurisdiction, once

acquired, continues uninpaired until we enter our ultimte
decision and is unaffected by events that occur after the filing

of the petition. See NI, Inc. v. Conmm ssioner, 126 T.C 191, 194

n.2 (2006); GAF Corp. & Subs. v. Conm ssioner, supra at 525.

1. TEFRA in General

We turn to sonme general tenets involving partnerships.
Part nershi ps are not subject to Federal incone tax. See sec.
701. Partnerships are nevertheless required to file annual
information returns reporting their partners’ distributive shares
of inconme, gain, |oss, deductions, or credits. See sec. 6031;

see also Randell v. United States, 64 F.3d 101, 103 (2d G r

1995); Crowell v. Comm ssioner, 102 T.C. 683, 688-689 (1994).

Partners are required to report their distributive shares of
those itens on their personal Federal inconme tax returns. See
secs. 701, 702, 703, and 704.

Before 1982 the Conm ssioner and the courts had to adj ust

partnership itens at the partner level. See Adans v. Johnson,

355 F.3d 1179, 1186-1187 (9th G r. 2004); Randell v. United

States, supra at 103; Maxwell v. Conmi ssioner, 87 T.C. 783, 787

(1986). Congress enacted the unified audit and litigation

5(...continued)
further discussion.
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procedures of TEFRA to renove the substantial adm nistrative
burden occasi oned by duplicative audits and litigation and to
provi de consistent treatnment of partnership itens anong al

partners in the sane partnership. See Adans v. Johnson, supra at

1186-1187; Randell v. United States, supra at 103; H Conf. Rept.

97-760, at 599-600 (1982), 1982-2 C. B. 600, 662-663. The proper
treatment of partnership itens at the partnership level is
determ ned under the TEFRA procedures in a single, unified audit

and judicial proceeding. See Adans v. Johnson, supra at

1186-1187; Randell v. United States, supra at 103; H Conf. Rept.

97-760, supra at 599-600, 1982-2 C.B. at 662-663.

The term “partnership itens” includes any item of incone,
gain, loss, deduction, or credit that the Secretary has
determined is nore appropriately determ ned at the partnership
| evel than at the partner level. See sec. 6231(a)(3); sec.
301.6231(a)(3)-1(a), Proced. & Adm n. Regs. The term does not
include an “affected itent, defined by statute as any itemto the
extent the itemis affected by a partnership item See sec.

6231(a) (5); Adkison v. Comm ssioner, 129 T.C 97, 102 (2007).

Affected itens are of two types. The first type is a
conput ati onal adjustment nade to a partner’s tax liability to
reflect adjustnents to partnership itens. See sec. 6231(a)(6).
When partnershi p-level proceedings are conplete, the Comm ssioner

may assess conputational adjustnents agai nst a partner w thout
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issuing a notice of deficiency. See secs. 6225(a), 6230(a)(1);

N.C.F. Enerqy Partners v. Conmissioner, 89 T.C. 741, 743-744

(1987).

The second type of affected itemrequires a partner-|evel
determnation; it is an adjustnent to a partner’s tax liability
(other than to reflect a penalty, addition to tax, or additional
anount relating to an adjustnent to a partnership item to
reflect the proper treatnment of a partnership itemthat is
dependent upon factual determ nations to be nade at the partner

level. See sec. 6230(a)(2)(A)(i); Domulew cz v. Conm Ssioner,

supra at 22-24. The nornmal deficiency procedures apply to
affected itens that require partner-level determ nations (other
than penalties, additions to tax, and additional anounts that
relate to adjustnents to partnership itens). See sec.
6230(a)(2) (A (i). These procedures require the tinely issuance
of an NOD as a precondition to the Comm ssioner’s assessnent of a
deficiency or accuracy-related penalty related to affected itens.
A valid NOD requires that any partnership-1level proceeding
involving the related partnership be conplete. See sec. 6225(a);

GAF Corp. v. Commi ssioner, supra at 528; Maxwell v. Commi ssi oner,

supra at 788.
When an FPAA is issued to the partnership and a
partnershi p-1evel proceeding as to the FPAA is properly brought

inthis Court, the partnership-1level proceeding is conplete when
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our decision becones final. See sec. 6225(a)(2). Wen the
Comm ssi oner opts not to begin a partnership-Ilevel proceeding or
i ssue an FPAA within the normal period of Iimtations, the
partnershi p-1evel proceeding is considered conplete when the
Comm ssi oner accepts the partnership’s return as filed. See

Roberts v. Conm ssioner, 94 T.C. 853, 860-861 (1990). Whet her

t he Comm ssi oner has accepted a partnership return as filed is a
guestion of fact that turns in part on a finding of whether the
Comm ssioner opted to allow the normal period of limtations to
expire w thout beginning a partnership-level proceeding. See id.

[, Positions of the Parties

The parties agree that respondent has not begun a
partnershi p-level proceeding as to Intervest’s 1999 taxabl e year
and that the normal period of limtations wwth respect to
I ntervest has expired as to that year. Petitioners argue that
the NOD is invalid (and hence the Court |acks jurisdiction)
because respondent issued the NOD to them before accepting
Intervest’s return for 1999 as filed. Petitioners support their
argunment primarily with a reference to the above-quoted
statenments in respondent’s notion to stay. Petitioners also
point the Court to the grand jury investigation and to the
Commi ssioner’s general policy that a civil proceedi ng against a
t axpayer should not be commenced while the taxpayer is under

crimnal investigation. Petitioners conclude that respondent
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deferred his decision on whether to audit Intervest’s return
until after the conpletion of the grand jury investigation and
any related crimnal prosecution.

Respondent acknow edges that the Court |acks jurisdiction to
deci de any partnership itemincluded in the NOD, e.g., whether
the disallowed |loss was in fact generated by Intervest.

Respondent al so concedes that he may no | onger adjust Intervest’s
partnership itens absent an exception to the normal period of
limtations. Nevertheless, respondent argues that the affected
itenms included in the NOD properly remain in dispute. Those
affected itens, respondent asserts, include whether petitioners
were at risk under section 465 and whether petitioners had a
sufficient basis under section 704(d) to deduct any of their
reported | oss. Respondent al so asserts that the accuracy-rel ated
penalties are affected itens to the extent the penalties do not
relate to partnership itens. As to petitioners’ argunent that
the NOD was issued prematurely, respondent counters that
Intervest’s return for 1999 had been accepted as filed as of the
time the NOD was issued.

V. Timng of the NOD

W agree with respondent that the NOD was not issued
prematurely and is valid. |Intervest is the partnership to which
the partnership itens underlying the adjustnents in the NOD

rel ate, and respondent has neither begun an audit of Intervest
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nor notified anyone that respondent was beginning an audit of
Intervest.’ See sec. 6223(a). Respondent therefore could not
have issued the NOD to petitioners before the conpletion of any
partnership-1evel proceeding involving Intervest in that
respondent never started any such proceeding in the first place.
Where, as here, the Comm ssioner has opted not to comrence within
the normal period of |limtations a partnership-I|evel proceeding
as to an entity subject to TEFRA, section 6225(a) serves as no
restriction on the tinme within that period when the Comm ssi oner
may issue an NOD related to the partnership. It therefore was
proper for respondent to have issued the NOD to petitioners just
before the normal period of limtations was going to expire on
petitioners’ (and Intervest’s) 1999 taxable years. Although
respondent may have | ater considered during this proceeding the
possibility of beginning a partnership-Ilevel proceeding as to
I ntervest on account of fraud or the like, any such consideration
did not invalidate the NOD

Petitioners assert that this case is indistinguishable from

Soward v. Comm ssioner, T.C. Menpb. 2006-262. There, the Court

granted the Conm ssioner’s notion to dismss for |ack of

jurisdiction because the Conm ssioner had issued an NOD whil e

" Because respondent did not commence a partnership-1evel
proceeding as to Intervest for 1999, for purposes of this
proceedi ng the parties are bound by the partnership itens as
reported on Intervest’s return. See Roberts v. Conm ssioner, 94
T.C. 853, 862 (1990).
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l[itigation with respect to the FPAA was ongoing. The Soward case
is factually distinguishable fromthis case given that there but
not here an FPAA had been issued and litigation as to the FPAA
was ongoi ng when the NOD was issued. Petitioners also assert
that respondent was required to wait until the expiration of the
normal period of limtations before issuing the NOD to them W
di sagree. As stated above, the Conm ssioner may issue an NCD
during the normal period of limtations applicable to a TEFRA
entity when at the tine of such issuance he has accepted the

TEFRA entity’'s return as filed. Qur opinions in Roberts v.

Conmi ssi oner, supra, and @Qustin v. Conm ssioner, T.C. Meno.

2002-64, are consistent with this interpretation. |In both cases,
the NOD was issued before the normal period of Iimtations
expired as to the partnership but after the Conm ssioner had
accepted the partnership return as fil ed.

We note for conpleteness that we recognize that the NOD at
i ssue referenced MCM (rather than Intervest) as the TEFRA entity
to which the adjustnents in the NOD related. Petitioners place
no weight on this fact in arguing that the Court | acks
jurisdiction over this case. Neither do we. Petitioners
reported on their 1999 tax return that they were deducting the
$4,538,844 | oss as a passthrough itemfroma partnership,
identified by themas MCM and petitioners’ return gave no

i ndi cation that MCM was actually M. Meruel o' s single-nenber
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limted liability conpany that was a disregarded entity for
Federal tax purposes, or that the |loss actually stemred from
Intervest. Nor did MCMor Intervest file with respondent any
docunent that would have placed petitioners’ reporting position
in question. Respondent nmade his determnation in the NOD on the
basis of all information that petitioners had supplied to him as
of the time that the NOD was i ssued.

V. Characterization of the Affected ltens

We now turn to petitioners’ alternative argunent.
Petitioners argue that the Court |acks jurisdiction because the
affected itens set forth in the NOD are not in fact affected
itens. We disagree. The three itens in the NOD that respondent
has identified as affected itens are in fact affected itens that
require determnations at the partner |evel.

First, respondent determ ned as an affected itemthat
petitioners were not at risk in an activity to which section 465
applies. The ultimate limtation of deductions on account of the
anount for which a partner is at risk with respect to an activity
must be determined in a partner-|level proceeding. See Hanbrose

Leasing 1984-5 Ltd. Pship. v. Conm ssioner, 99 T.C 298 (1992);

sec. 301.6231(a)(5)-1(c), Proced. & Adm n. Regs.; see al so

Roberts v. Conmissioner, 94 T.C. at 861. Such a determ nati on,

therefore, inplicates an affected itemthat requires a

determ nation at the partner level. W note that respondent has



- 20 -

informed the Court that respondent is |ooking outside the
partnership agreenment to ascertain whether any “side agreenents”
woul d have limted the anount for which petitioners were at risk.

Second, respondent determ ned as an affected itemthat
section 704(d) also limted petitioners’ claimto a deduction of
any part of the disallowed |oss. This determ nation inplicates
an affected itemthat requires a determ nation at the partner
| evel because the section 704(d) limtation restricts at the
partner level a partner’s ability to claima partnership | oss.

See Dial USA, Inc. v. Commissioner, 95 T.C. 1 (1990); sec.

301.6231(a)(5)-1(b), Proced. & Adm n. Regs.; see also GQustin v.

Commi ssi oner, supra. A partner nust establish his basis in the

partnership in order to deduct a partnership |loss. See sec.
704(d) .

Third, respondent determ ned as an affected itemthat
petitioners are |liable for an accuracy-related penalty under
section 6662. This determination inplicates an affected item
that requires a determ nation at the partner |evel because the
i nposition of such a penalty depends entirely upon our decision
on the first two affected itens, which in turn are peculiar to
petitioners and not to Intervest. See sec. 301.6221-1T(c),
Tenporary Proced. & Adm n. Regs., 64 Fed. Reg. 3838 (Jan. 26,
1999) (accuracy-related penalties are partner-1|evel

determ nations to the extent they are not attributable to an
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adjustnent to a partnership iten); cf. sec. 6221 (penalties
attributable to an “adjustnent to a partnership iteni are
determ ned at partnership |evel).

VI . Concl usion

We conclude we have jurisdiction to decide this case. W
have considered all argunments petitioners have made for a
contrary conclusion and, to the extent not discussed, we have
rejected those argunents as w thout nerit.

To reflect the foregoing,

An appropriate order wll

be issued.



